This study investigates the value relevance and market response of corporate social responsibility (CSR) activities from 2001 to 2010. This paper examines whether donation expenditure (proxies for CSR) is significantly related to next year's earnings and whether Korean investors truly react to the information on CSR activities. The empirical results of this paper indicate that donation expenditure (which proxies for social contribution activities) is significantly associated with firm value and Korean market investors are fully aware of the information content of donation expenditure.
Introduction
A donation is a gift that is voluntarily given for a charitable purpose. In firms, donation expenditure usually occurs when a company voluntarily provides assets to someone who suffers from financial or economic difficulties, and the company does not expect anything in return. Thus, donation expenditure is different from advertising and entertainment cost, which aims to provide future benefits to the business. Donation activities may help companies to gain a reputation as a reliable company. After a firm establishes a favorable reputation, the public increasingly extends good faith to its product, merchandise, and services. Thus, a firm's donation activities may lead to an unintended increase in firm value.
Many prior studies have explored the impact of donation activities that are substitutes for corporate social responsibility (CSR) on firm performance and value (Waddock & Graves, 1997; McGuire, Sundgren & Schneeweis, 1988; Fombrun et al., 2000; Sen & Bhattacharya, 2001; Smith, 2003 , Brown et al., 2006 Fishman et al., 2006; Lev et al., 2006; Yu & Kim, 2006; Bae et al., 2008; Kim et al., 2008; Kim & Choi, 2011; Shin et al., 2011) . For example, Fombrun et al (2000) and Sen and Bhattacharya (2001) stated that firms' donation activities have a positive impact on financial performance and value. These studies document that CSR activities can promote the image of the product and merchandise and also enhance firms' reputation. Reputation is an important factor in firms' valuation. CSR activities, which are usually created by donation expenditure, can increase firm value. In addition, other studies also report the positive value relevance of CSR activities.
Many previous studies have documented the value relevance of donation expenditure for several decades, but it is still treated as an expense item in financial statements. Contrary to donation expenditure, studies have converted the GAAP and accounting practice on R&D investment from expensing to capitalization after more than 30 years of empirical studies. Similar to R&D investment, many researchers believe that donation expenditure can create future potential cash flows and intangible benefits through the promotion of reputation. donation expenditure amount (high donation expenditure vs. low donation expenditure) to test the various characteristics of value relevance and market response of donation activities. This paper is organized as follows. This paper discusses the purpose and aim of the study in the first section and reviews prior literature related to value relevance of donation activities in section two. Then this study develops the hypothesis and empirical models in section three. In section four, this paper discusses the empirical test results, and section five concludes and summarizes the empirical results of this paper.
Previous Literature Review on Market Response and Value Relevance of CSR Activities
Many studies on donation expenditure and corporate social responsibility have explored the relationship between donation expenditure and financial performance (that in turn promotes firm value) and the main drivers that increase firms' donation activities. Fishman et al. (2006) discuss firms that operate in highly competitive industries and have high advertising expenditure; these firms have high donation expenditure. The study documents that donation activities have positive value relevance in these firms. In addition, Brown et al. (2006) document that firms with many board of directors and high debt ratios have more donation activities, and these activities are positively associated with firm value. Moreover, Lev et al. (2006) state that donation expenditure has a positive relationship with future sales and this relationship is stronger in retail trade and financial businesses. Bae et al. (2008) report that Korean firms with smaller assets show a positive relationship between donation expenditure and firm value. Kim and Choi (2011) document the relationship between donation expenditure (proxies for activities of corporate social responsibility) and financial performance. Their study's empirical results reveal that recent activities of corporate social responsibility have more impact on financial performance than cumulative corporate social responsibility. Yu and Kim (2006) analyze how accounting variables affect donation. Empirical results show that firms with high debt ratio, high liquidity, and high financial performance, have higher donation expenditure. developed a theoretical model that explains the relationship between donation expenditure and entertainment expenses. The results document that donation and entertainment expenditures are positively associated with financial performance. Kim et al. (2008) analyze how corporate ownership structure affects donation expenditure (which is a proxy for corporate social responsibility). They report that the percentage of majority shareholdings, firm scale, R&D investment, and cash flows have a positive effect on donation expenditure, but the percentage of foreigner shareholding and debt ratio are negatively related to donation expenditure. discuss the relationship between donation expenditure and firm value. They report that a converse U-shape relationship exists between donation expenditure and firm value. Moreover, they also show that the percentage of foreigner shareholding (which is a proxy for corporate ownership structure) has a converse U-shape relationship with firm value. investigate the drivers of donation expenditure and document that the debt ratio and the ratio of operating profit to sales have a positive effect on the scale of donation expenditure, but the percentage of majority shareholding has a converse U-shape relationship with donation expenditure. explore the value relevance of donation expenditure; they report that donation expenditure has a positive relationship with firms' value. Moreover, they document that donation expenditure in firms with a high percentage of majority shareholding has a negative effect on firm value, but donation expenditure in firms with a high percentage of foreign shareholding is negatively associated with firm value. Shin et al. (2011) document that donation expenditure has positive value relevance to some degree, but beyond that degree, donation expenditure is negatively associated with firm value. In addition, they show that donation expenditure has a nonlinear relationship with firm value in large firms, small and medium firms, and non-Chaebol firms.
Hypothesis and Empirical Model

Hypothesis
McGuire, Sundgren, and Schneeweis (1988) report that firms resort to higher expenditure to establish a good reputation. Smith (2003) also documents that CSR activities can promote a corporation, which leads to an increase in firm value. However, until now, this argument was not extended to Korean companies. Therefore, this paper focuses on testing this argument in Korea. This paper explores the value relevance of donation expenditure (proxies for corporate social responsibility) by investigating whether firms' donation activities are www.ccsenet.org/ass Asian Social Science Vol. 9, No. 4; 2013 significantly related to future earnings, which is a substitute for firm value in companies that were listed on the Korean stock market over 2000-10. To test this discussion, this study develops the following hypothesis:
Hypothesis 1 (H-1): Donation expenditure has positive value relevance in the Korean stock markets.
This paper assumes that if financial market investors are unable to recognize donation expenditure (proxies for activities of corporate social responsibility), a firm cannot gain a good reputation. Then, the donation expenditure may not guarantee an increase in firm value. Therefore, it is important to test whether market participants respond to the activities of corporate social responsibility.
Therefore, this paper investigates whether the participants in the Korean stock market fully react to donation expenditure (proxies for CSR activities). If investors truly recognize firms' donation expenditure, they have a more reliable relationship with the firms and these relationships lead to a better reputation for the firms. Finally, it creates future potential cash flows, which can increase firm value. Based on this assumption, this paper develops the second hypothesis:
Hypothesis 2 (H-2): Korean stock market participants fully recognize the value relevance of donation expenditure.
Empirical Model for Hypotheses
This study develops a regression model based on the empirical model of Mishkin (1983) and Sloan (1996) , which tests market reactions in financial markets. This paper assumes that donation activities (proxies for CSR) can create firms' reputation, and this leads to the promotion of future abnormal returns, which proxies for market participants' recognition of firms' reputation. Finally, this will be associated with the promotion of firm value. This paper converts the empirical model of Mishkin (1983) and Sloan (1996) to investigate whether donation expenditure is significantly related to abnormal returns. Here is the empirical model of this paper:
Where, E t+1 (one year after earnings) refers to operating income divided by total assets of the year t+1. EBDON t defined as operating income before subtracting donation expenditure in year t, and DON t is the sum of donation expenditure (Note 1) deflated by total assets in year t. AR t+1 is abnormal stock returns in year t+1.
Regression model (1) is to test the empirical relationship between donation expenditure and operating income after one year. In equation (1), γ and γ are the coefficients of operating earnings before subtracting donation expenditure and donation expenditure, respectively. Regression model (2) can show the empirical result about market reaction on donation expenditure in the Korean stock markets. If market participants fully recognize firms' donation activities, the coefficient of EBDE (γ ) in equation (1) equals that of EBDE (γ ) in equation (2).
Empirical Results
Sample Selection and Data Source
The sample data consists of firms listed on the Korean stock markets from 2000 to 2010. The empirical test data is obtained from the KIS-VALUE (Korea Investors Service-Financial Analysis System) database. Sample data are excluded if firm observations do not have data to calculate accounting variables being used in the empirical test of this paper. The sample data excluded banking, insurance, and public business firms and impairment of capital firms on the KIS-VALUE database. This resulted in a sample of 11,419 firm-year observations. This paper excluded outliers in the data with Cook's Distance greater than 0.5 and absolute value of student residuals greater than 2. This paper shows the sample selection process in Table 1 . Variable definitions: AR t+1 = Abnormal stock returns at the end of fiscal year t+1, where year t+1 is the event year; E t+1 = Accounting earnings in period t+1 deflated by total assets of year t+1; EBDON t = Accounting earnings before deducting total donation expenditure in period t deflated by total assets of year t; DON t = Total donation expenditure in period t deflated by total assets of year t. Table 3 presents the result of the Pearson Correlation analysis between dependent and independent variables used in this analysis. AR, E, and EBDON are positively correlated at the l % level of significance, while AR and DON are negatively correlated without any significance. This result leaves the possibility that DON is negatively associated with AR. However, the correlation analysis is not for the test of cause and effect, and this issue is examined in more detail in the next regression analysis. 2) * p < 0.1, ** p < 0.05, *** p < 0.01
Empirical Results
Descriptive Statistics
Correlation Analysis
The Value Relevance of Donation Expenditure
This paper divides the total sample data into several sub-sample groups according to financial markets (KOSPI vs. KOSDAQ), firm size (large vs. small and medium), type of production (manufacturing vs. non-manufacturing), technology level (high technology vs. low technology), liability scale (high debt ratio vs. low debt ratio), and scale of donation expenditure (high donation expenditure vs. low donation expenditure) to test the various characteristics of value relevance and market response of firms donation activities. Therefore, the discussion on the regression results is divided into five sections according to the test of the sub-sample groups.
1) The Value Relevance and Market Reaction on Donation Expenditure: Total Sample Firm
This section investigates the value relevance and market response of donation expenditure to test hypothesis 1 and hypothesis 2 in the total sample firm. Table 4 shows that a negatively significant relationship exists between www.ccsenet.org/ass Asian Social Science Vol. 9, No. 4; 2013 5 current year donation expenditure and one year after operating earnings at the 1% level of significance. This result suggests that donation expenditure has a negative value relevance, and it also supports hypothesis 1 (i.e., donation expenditure has a positive value relevance in the Korean stock markets) in the total sample. This paper performs a nonlinear generalized least square regression of next year abnormal returns on current year donation expenditure to test hypothesis 2 in the total sample groups. Table 4 shows that coefficients of γ is 0.40658 and the coefficients of γ is 0.405399 in the total sample group. The likelihood ratio statistics (γ =γ ) in nonlinear generalized least square regression show no significant estimates. Table 4 also shows that coefficients of γ is 2.118054 and the coefficients of γ is 4.225618 in the total sample group. The likelihood ratio statistics (γ =γ ) show no significance in nonlinear generalized least square regressions.
This result indicates that the participants in the Korean financial market fully recognize the positive value relevance of donation expenditure for stock prices. This result also suggests that Korean investors truly estimate the information content of donation expenditure, and this supports hypothesis 2 (i.e., Korean stock market participants fully recognize the value relevance of donation expenditure). 2) The Value Relevance and Market Reaction of Donation Expenditure: KOSPI vs. KOSDAQ Table 5 shows the value relevance and market reaction of donation expenditure in two subgroups (KOSPI vs. KPSDAQ) that are based on the Korean financial markets. Generally, the Korean stock market is classified into the KOSPI market and KOSDAQ market. KOSPI stands for "Korea Composite Stock Price Index" and KOSDAQ stands for "Korea Securities Dealers Automated Quotation." The listed examination standard of KOSPI is higher than that of KOSDAQ. Moreover, the firm size and operating period of KOSPI is larger and longer than that of KOSDAQ. Table 5 shows that donation expenditure of year t is positively associated with earnings of year t+1 at the 1% level of significance in the KOSPI (2.57248) and KOSDAQ (1.27537) sample groups. Further, adjusted R 2 of the KOSPI and KOSDAQ firm groups are at 0.2567 and 0.4043, respectively. These results indicate that donation activity of the current year increase future firm value and value relevance of donation expenditure in KOSPI is higher than that of KOSDAQ.
Next, this study runs a nonlinear generalized least square regression of next year abnormal returns on current year donation expenditure to examine market recognition of donation activities in the KOSPI and KOSDAQ firm groups. Table 5 shows that the likelihood ratio statistics (γ =γ ) in the nonlinear generalized least square regression does not show any significance in the KOSPI and KOSDAQ firm sample groups. Moreover, the likelihood ratio statistics (γ =γ ) in the nonlinear generalized least square regressions present no significance estimates in the KOSPI and KOSDAQ firm sample groups. This result indicates that the participants in the Korean stock market recognize the information content of firms' donation activity and they reflect this information on firm value in the KOSPI and KOSDAQ firm sample groups. This finding also suggests that investors in the KOSPI and KOSDAQ fully expect the positive value relevance of donation expenditure to reflect in the Korean securities markets.
3) The Value Relevance and Market Reaction of Donation Expenditure: Large Firm vs. Small and Medium Firm Table 6 presents the value relevance and market response of donation expenditure in the two subgroups classified into large firm group and small and medium firm group. The minor enterprise basic law of Korea defines large firms as firms with more than 1,000 employees or assets amounting to 500 billion won (USD 550 million). It also stipulates that the other firms that are not being included in the Large firm belong to the Small and Medium firm group. Table 6 shows that donation expenditure of year t is positively associated with earnings of year t+1 at the 1% level of significance in the large firm (2.28937) and small and medium firm (1.31215) sample groups. Adjusted R 2 of the large firm and small and medium firm groups are at 0.3594 and 0.3809, respectively.
This result of the nonlinear generalized least square regression of abnormal returns in year t+1 on earnings and donation expenditure in year t shows that the likelihood ratio statistics (γ =γ ) are not significant in the large firm and small and medium firm groups. In addition, Table 6 also shows that the likelihood ratio statistics (γ =γ ) presents no significance in the large firm and small and medium firm groups.
This result indicates that the participants in the Korean stock market recognize the information content of firms' donation activity and they truly react to this information through firm value for the large firm and small and medium firm groups. This finding also suggests that investors in the large firm and small and medium firm groups fully expect the positive value relevance of donation expenditure to reflect in the Korean securities markets, and these results are consistent with 4) The Value Relevance and Market Reaction of Donation Expenditure: Manufacturing vs. Non-manufacturing Table 7 presents the value relevance and market reaction of donation expenditure in the manufacturing and non-manufacturing firm groups. A manufacturing firm group is defined as firms involved in manufacturing industries through the middle-level classification by the Korean Investors Service (KIS), and non-manufacturing firm group is defined as firms that do not belong to the manufacturing industry classification. Table 7 indicates that donation expenditure in year t is positively associated with earnings in year t+1 in the manufacturing and non-manufacturing firm groups; the coefficient of DON shows positively significant (1% level) estimates in the manufacturing firm (2.31921) and non-manufacturing firm (2.11658) groups.
This study runs a nonlinear generalized least square regression of abnormal returns in year t+1 on donation expenditure in year t in manufacturing and nonmanufacturing firm groups. Table 7 shows that the likelihood ratio statistics (γ =γ ) in the nonlinear generalized least square regression have no significant estimates in the manufacturing firm and nonmanufacturing firm groups. Similarly, the likelihood ratio statistics (γ =γ ) in nonlinear generalized least square regressions shows no significant estimates in the manufacturing and non-manufacturing firm groups. This result is similar to the results of Table 6 .
This result shows that the participants in the Korean stock market in the manufacturing and non-manufacturing firm groups truly expect the positive value relevance of donation expenditure to be reflected in stock prices. Moreover, this result also suggests that Korean investors in the manufacturing and non-manufacturing firms fully respond to the information on donation activities. This paper classifies total sample firms into high and low technology firm groups in accordance with Himmelberg and Petersen (1994) classification in Table 8 . Chemicals, pharmaceuticals, metal, electronic components, medical, precision and optical instruments, and electrical equipment firms belong to the high technology industry and the others are included in the low technology industry. Table 8 shows that donation expenditure in year t is positively associated with earnings in year t+1 in the high technology firm and low technology firm groups; the coefficient of DON shows significantly positive estimates of 1.83654 and 2.09402 in the high technology and low technology firm groups, respectively. This paper performs nonlinear generalized least square regression of abnormal returns in year t+1 on donation expenditure in year t in the high and low technology firm groups. Table 8 also shows that the likelihood ratio statistics (γ =γ ) and (γ =γ ) in nonlinear generalized least square regression are not significant in the high technology and low technology firm groups. This result is similar with the results in Table 7 .
This empirical result indicates that the participants in the Korean financial market in the high technology and low technology firm groups predict the positive value relevance of donation expenditure for the prices of the securities. Moreover, this result also suggests that Korean stock market investors in the high technology and low technology firm groups truly understand the information on donation activities. This section deals with the test of value relevance of donation by splitting the total samples into high donation expenditure and low donation expenditure firm groups. This study runs multiple regressions by classifying all data into two equal groups in accordance with the magnitude of donation expenditure in Table 9 .
The empirical result shows that donation expenditure in year t is positively associated with earnings in year t+1 at 1% level of significance (1.28368) in the high donation expenditure firm group, and it also has a positive relationship with next year earnings proxies for firm value at 5% level of significance (18.33848) in the low donation expenditure firm group. This result shows that the value relevance of donation expenditure in the low donation firm group is higher than that in the high donation firm group.
This study also runs a nonlinear generalized least square regression of abnormal stock returns in year t+1 on donation expenditure in year t in the high and low donation firm groups. Table 9 provides the likelihood ratio estimates (γ =γ ) and (γ =γ ) in the nonlinear generalized least square regression. It presents no significant statistics in the high donation expenditure and low donation expenditure firm groups.
This empirical result indicates that Korean stock market investors in high donation firm and low donation firm groups truly predict the positive value relevance of donation activity through stock prices. Moreover, this result suggests that the participants in the Korean stock market truly understand the information of donation activities in the high donation firm and low donation firm groups.
www.ccsenet.org/ass Asian Social Science Vol. 9, No. 4; 2013 This section provides the precise examination of value relevance change of donation expenditure in accordance with the magnitude of debt ratio in listed companies in the Korean stock markets. This paper runs multiple regressions by splitting the total sample data into two equal groups in accordance with the magnitude of the debt ratio.
The empirical result shows that donation expenditure in year t is positively associated with earnings in year t+1 at 1% level of significance in the high debt ratio firms (1.74406) and low debt ratio firms (1.56569) at the 1% level of significance in table 10. This result indicates that the value relevance of donation expenditure in the high debt ratio firm group is higher than that in the low debt ratio firm group. This paper also carries out a nonlinear generalized least square regression of abnormal stock returns in year t+1 on donation expenditure in year t in the high and low donation firm groups. Table 10 presents the likelihood ratio estimates (γ =γ ) and (γ =γ ) in the nonlinear generalized least square regression. It presents no significant statistics in the high debt ratio and in low debt ratio firm groups.
This empirical result explains that the participants in the Korean stock market in high debt ratio firm and low debt ratio firm groups really expect the positive value relevance of donation expenditure to reflect in stock prices. Moreover, this result suggests that investors recognize the information on donation activities in high debt ratio and low debt ratio firm groups. 
Conclusion
This paper investigates the value relevance and investors response to donation expenditure from 2001 to 2010 in companies listed on the Korean stock markets. This study examines the value relevance of donation expenditure (proxy for CSR) by testing whether donation expenditure is significantly associated with future earnings. This study tests market reaction on donation expenditure by running a nonlinear generalized least square regression of future abnormal returns on the present year donation activity. The empirical results of this paper provide the evidence whether Korean market participants truly understand the information content of donation expenditure.
To test this, the paper develops hypothesis 1 (expenditure has a positive value relevance in Korean stock markets) and hypothesis 2 (Korean stock market participants fully recognize the value relevance of donation expenditure). For the test of value relevance and market reaction changes, this study divides the total samples into several subgroups (KOSPI vs. KOSDAQ, large vs. small and medium, manufacturing vs. non-manufacturing, high technology vs. low technology, high debt ratio vs. low debt ratio, and high donation expenses vs. low donation expenses) in companies listed on the Korean stock markets.
The empirical results of this paper show that the present year donation expenditure is positively associated with future earnings (proxies for firm value). This provides the evidence that donation expenditure has a positive value relevance in listed companies on the Korean stock markets, and this also supports hypothesis 1 (expenditure has a positive value relevance in the Korean stock markets).
Moreover, the empirical results of this paper also support the second hypothesis (Korean stock market participants fully recognize the value relevance of donation expenditure). The results of this paper provide the evidence that current Korean stock market participants fully recognize the information content of donation expenditure in total firm group and every sub-group samples (such as KOSPI vs. KOSDAQ, large vs. small and medium, manufacturing vs. non-manufacturing, high technology vs. low technology, high debt ratio vs. low debt ratio, and high donation expenses vs. low donation expenses).
www.ccsenet.org/ass Asian Social Science Vol. 9, No. 4; 2013 The empirical results of this paper are similar to the empirical results of prior literature. Many previous studies demonstrate that donation activity can promote firm value and financial performance. In addition, this paper provides new evidence that the investors in the Korean securities market truly know the reputation of firms created by their donation activities.
The empirical evidence of this paper has important implications for companies listed on the Korean stock markets, because it suggests new value relevant factors in business activities. However, this paper still has a basic limitation that does not include sample firms of developed countries for comparison. Thus, the empirical results of this paper should be restricted only to companies that are listed on the Korean stock markets.
